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which is discounted in the first instance and may be redis-
counted. The member banks were given the right to rediscount
'eligible' paper, that is, broadly speaking, promissory notes
arising out of transactions in goods and not in stocks and
shares, with the reserve bank of their district. In the three
central reserve cities established under the old system, member
banks were to keep 13 per cent, of their own demand deposits
on deposit with the central bank. In reserve cities the propor-
tion was 10 per cent, and elsewhere 7 per cent. They were not
compelled to hold any cash at all themselves. Notes of two
sorts were to be issued by Federal Reserve Banks. The first
were Federal Reserve bank-notes paid out to member banks
in exchange for the bonds which they held against the old
national bank-notes, the latter being substituted in circulation
by the new notes. The second were Federal Reserve notes
which the Reserve Banks obtained from the Federal Reserve
Board in exchange for eligible paper or gold. These were to be
payable in gold or the equivalent thereof in other lawful con-
vertible money at the Reserve Banks, or in gold at the Treasury
at Washington.

The Federal Reserve Banks were to keep at least 35 per cent,
in gold or other legal tender money (which included the old
'greenbacks') against their deposits, and 40 per cent, in gold
against the Federal Reserve notes issued by them. Thus the
principal business of the member banks was to accept deposits
and use them to discount eligible paper, a sufficient quantity
of which they rediscounted with the Reserve Banks in order
to obtain their statutory reserve; while the Reserve Banks
held statutory gold reserves against these deposit reserves of
the members. The rediscount rate of the Reserve Banks was
generally below the market rate of discount but, since the
member banks were continually resorting to the Reserve
Banks to rediscount eligible paper, the rediscount rate tended
to govern the market discount rate and thus the Federal
Reserve Board, which fixed the rediscount rate, obtained a
measure of control of the whole market.

The establishment of the Federal Reserve System gave the